The final topic in a series looking at financial management from a theoretical perspective, working capital management provides the focus of the current article. We investigate how three key axioms-the risk-return tradeoff, agency conflicts, and stockholder wealth maximizationrelate to this activity that occupies much of the financial manager's time.
INTRODUCTION
ost finance textbooks dedicate detailed coverage to how managers should handle the mechanics of the various financial management assignments, but they don't spend much time addressing the theories that have shaped the approaches, especially the assumption of stockholder wealth maximization as the driving force, the positive relationship between risk and return, and agency theory. The purpose of this series has been to provide a forum within which to discuss these concepts. To date, the series has offered an introductory article to describe these three constructs and seven other articles covering financial analysis, leverage, the valuation of stocks and bonds, capital structure, capital budgeting, dividend policy, and mergers and acquisitions. We begin with a quick review of the mechanics of working capital management then discuss the important conceptual challenges. Given the variety of elements involved in working capital management (cash, accounts receivable, inventory, accounts payable, and short-and long-term financing), the literature is vast and deserves notice. Finally, we distance ourselves from the details and contemplate the more philosophical introspection that might serve managers (and their stockholders) by offering a set of broader questions to guide improvement. http://www.cluteinstitute.com/ © 2012 The Clute Institute simple, managing it most certainly is not. Current assets can comprise a significant portion of total assets, and managers spend more than half their time involved in managing working capital, so it must be important. Liquidity lies at the heart of the challenge, and with high liquidity comes safety-and low returns (sound familiar?). So, while managers strive to keep sufficient cash to pay the bills and to extend enough credit and keep enough goods on the shelf to keep their customers happy, they also don't want excess amounts tied up in their lowest-returning assets. Likewise, financing these assets requires managers to choose between riskier but typically cheaper short-term financing and safer, more expensive long-term financing-in markets that are not always predictable.
Traditionally, investors and creditors have considered working capital a critical element to watch, as important as the financial position portrayed in the balance sheet and the profitability shown on the income statement. The "Funds Statement" of old looked at liquidity through a lens that recognized changes in current assets, current liabilities, and working capital. This approach has been transcended by the now-required "Statement of Cash Flows," in part because analyzing working capital changes alone can disguise the underlying cash flow implications. In fact, it's often the interrelationships among the working capital components that create real challenges for the financial manager: Inventory must be purchased from suppliers (often on account), sold to generate accounts receivable, and collected in cash from customers to pay off those suppliers. Working capital must be "managed," because the firm cannot always control how quickly the customers will buy, and once they have made purchases, exactly when they will pay. Controlling the "cash-to-cash" cycle is paramount. It becomes even trickier in a manufacturing setting, where materials, labor, and overhead elements must be combined to produce the inventory to be sold. Most textbooks devote coverage to the master budgeting approach to financial forecasting and/or the percent of sales method of estimating required new financing. Managers have more control over when they make disbursements than when cash will flow into the firm, and they want to limit the number of times they must go to the local bank for a short-term loan or to the long-term capital markets where they will face scrutiny.
To complicate the working capital picture further, sometimes current assets aren't really current assets. The growing firm must invest permanently in a certain level of inventory and accounts receivable, presenting a situation where long-term financing becomes appropriate for short-term assets (at least, in balance sheet classification terms). So, while matching current assets with current liabilities might seem prudent, this approach often results in too little liquidity and higher default risk. Maintaining access to the credit markets (both short-and long-term financing) and knowing when to use which represent part of this working capital assignment. The term structure of interest rates suggests that short-term financing is usually cheaper, but this is not always the case, and managers with good timing and wise choices will maximize shareholder wealth, while desperate managers caught short unexpectedly will decrease that wealth. In the shifting sands of credit markets, even conservative managers can find themselves in a financial posture that backfires when interest rates become inverted or credit becomes scarce, resulting in lower returns (higher financing costs) than expected, despite their careful watch. The following section investigates the role our axioms play in working capital management, offering more details about managing the individual components of working capital.
RISK AND RETURN, AGENCY CONFLICTS, AND STOCKHOLDER WEALTH MAXIMIZATION
In connecting working capital to the basic tenets, one should begin with the simple statement that, as we move down the balance sheet from the most to least liquid assets, we also move from low risk and lowest expected returns to higher risk and higher expected returns. In theory, cash is kept for transactions purposes, precautionary uses, and speculative opportunities, and it yields very little return, per se. Yet the review of literature will discuss a number of studies about who holds the most cash and why, and it really isn't so simple. With cash, the primary agency conflicts arise when managers hoard cash (to avoid having to go to the capital markets), spend it on perquisites, or invest it rashly in marginal investments, including acquisitions, rather than paying dividends and risk raising future expectations about dividends. With regard to cash management, these actions pose the biggest threats to stockholder wealth maximization. Accounts receivable represent an investment, and managers must have some tolerance for bad debt expense to reap the appropriate returns from extending credit; zero uncollectible accounts indicates too strict a credit stance, and the firm's sales will be lower than they should be. To maximize stockholder wealth, comparing marginal revenues with marginal costs-in other words, thinking like an economist-is critical. Finally, inventory management is really cost control management, forcing managers to keep those costs (including ordering, carrying, and stock out costs) to a minimum to maximize shareholder wealth.
On the financing side of the working capital equation, risk and return are still positively related, and risk varies with how quickly the financing must be repaid (the sooner, the more risky), while the return side relates to interest costs, as described earlier. On a scale from most to least aggressive, managers face the following alternatives:

Finance short-term assets with short-term debt and long-term assets with long-term debt. Since no "permanent" current assets would be financed with (typically) more costly long-term debt, this would be cheap, but risky.  Find those permanent current assets and finance them with long-term debt; finance all truly current assets with short-term financing, leaving sufficient short-term credit available for emergencies. This carries moderate risk coupled with moderate return (cost).  Finance all long-term and a good portion of short-term assets with long-term debt. This would be more expensive but safe.
One might ask, how do those external to the firm judge managers' ability in the area of working capital? Posing the question from the manager's perspective, Ek and Guerin [2011] offer advice about how to determine if the firm has the right level of working capital. Not a "one-size-fits-all" answer, the authors suggest benchmarking levels and trends against a peer group using publicly available data. Such analysis would no doubt include such measures as the current ratio, accounts receivable and inventory turnover, days in accounts payable, and the like. Managers must also recognize the nuances applicable to one's own firm, industry, and country environment and customs, tempering the quantitative analysis with qualitative considerations. Offering "four pillars" as guidelines (pp. 146-46), the authors encourage managers to:
 "identify the true drivers" of working capital;  involve internal parties in establishing goals, prioritizing them and measuring performance;  attack the ideas most apt to produce large marginal returns;  "drive the change" through use of cross-functional teams (combining finance and operational expertise).
In a single case study of an international company focused on growth (and the opportunity to finance it by freeing up working capital), the approach led to a 23 percent reduction in working capital over 12 months, a significant accomplishment.
On the "financing" side of working capital, trade credit (accounts payable) represents a major tool in financing current assets. If suppliers offer discounts for early payment, typically the financial manager will maximize firm value by taking those discounts, even if it requires short-term borrowing. Part of the assignment also is to maintain a good credit rating, and early payments can help guarantee that outcome. Bank and term loan management plays a role too. As outlined above, typically short-term credit is riskier but cheaper, but doing a good job of timing the short-and long-term credit markets can maximize shareholder wealth. Agency challenges arise when managers avoid the scrutiny of the capital markets by hoarding cash for those rainy days (when profitable projects arise and insufficient internal funding exists to exploit them). Much of the literature addresses this conflict, as outlined below.
WORKING CAPITAL IN THE LITERATURE
Given the number of accounting elements related to working capital management and the importance of the financial environment in which it is carried out, it should come as no surprise that researchers have produced a high volume of literature on the subject. Addressing working capital as a "cushion" for financing long-term investments, some researchers focus on the risk and return aspect of liquidity. Other articles investigate the implications for free cash flow and dividend policy, because of the potential agency implications. Noting that poor working capital management can reduce stockholder wealth, many authors accent this characteristic. This section will review the literature as it relates to the conceptual tenets-risk and return, agency costs, and stockholder wealth maximization. http://www.cluteinstitute.com/ © 2012 The Clute Institute
Risk and Return Literature (Risk Avoidance as a Motivating Factor)
As outlined in the conceptual summary above, current assets provide lower returns and present less risk than their noncurrent counterparts, and because of this, managers often place a premium on liquidity, especially in the face of cash volatility and imperfect markets. Cash volatility exists when managers are uncertain about product demand, accounts receivable collection, price fluctuations of inputs, or recessionary threat. Firms can experience market uncertainty in a number of ways, including their ability (or inability) to access external financing when promising investment opportunities arise. A number of studies address firms' cash holdings from the perspective of perceived risk, especially for firms on the liquidity borderline ("constrained"). A sampling of these findings follows: In short, firms on the precipice and those facing significant swings in cash flows are more apt to hold higher levels of cash, and this tendency is magnified by promising future investments; managers do not want to be caught with cash shortages when good investments pop up. Furthermore, they want to avoid having to access the capital markets for funding those investments, doing what they can to ensure financing from current liquidity, as indicated by the following findings:
 "…an increase in future cash flow volatility leads the constrained firm to be more prudent, to increase cash holdings for more future investment by decreasing current investment. This precautionary motive of cash holding creates a positive relationship between cash holdings and cash flow volatility and a negative relationship between current investments and cash flow volatility for a financially constrained firm." [Han and Qiu, 2007 So what are the lessons of this literature? (1) Managers are cognizant of the fact that, while risk cannot be ignored, neither can potential returns. (2) Common causes of risk include cash shortages and limited access to external financing. (3) Maintaining higher liquidity represents a primary weapon against uncertainty. In short, on the whole, managers hold more cash than you might think because they don't like going to the markets to finance good projects, but holding more cash is justified if cash flows are volatile. The next section looks at literature concerned with the agency costs associated with working capital management.
Agency Conflicts (When Controlling Managers Matters)
In the seminal article on agency costs, Jensen [1986] discusses the evils of free cash flows (cash remaining after capital expenditures and dividends). The temptations are to spend the cash on perquisites and inappropriate investments (those yielding less than the weighted average cost of capital), rather than paying it out as dividends. But Myers and Majluf [1984] make the case for holding extra liquidity, arguing that information asymmetry restricts firms' access to external financing; therefore, firms should stockpile liquid assets to finance future investment opportunities with internal funds. Several articles investigate the relationship between corporate governance structures and cash holdings; these articles suggest that strong corporate governance pays: In short, corporate governance structures can play an important role in protecting stockholders against the agency costs associated with poor working capital management.
While it might seem like interviewing the fox in the hen house, Powell and Baker [2010] survey managers to assess their beliefs about whether agency costs pervade the role of cash control. Managers contend that agency troubles do not prevail but admit that weak corporate governance is associated with high levels of cash holdings and lower profitability and firm valuation (p. 165). In addition to the superb review of literature Powell and Baker offer, they also survey managers to assess their beliefs about two other issues: (1) If there is support for an optimal tradeoff approach to cash holdings (in which the optimal level of cash increases with the cost of external financing, the volatility of cash flows, and the return on future investment opportunities and decreases as returns on physical and liquid assets diverge) and (2) if there is support for a financing hierarchy explanation for cash holdings (wherein managers perceive no optimal level of cash because they are "indifferent" between using internally generated cash flows to repay debt or accumulating cash). The results indicate support for the optimal trade-off approach but little support for the financing hierarchy explanation (p. 155).
To summarize this agency-based literature, when excess cash builds up, managers are tempted to spend it on poor acquisitions, perquisites, or projects returning less than the WACC; they don't pay dividends for fear of setting high expectations for future dividends. This empirical work leads us to the next section, in which we investigate research that inspects whether stockholder wealth maximization holds in managing working capital.
Stockholder Wealth Maximization (What to Watch For)
How does one really know if managers are maximizing stockholder wealth through working capital management? Tests of this stewardship take a number of forms in the literature. Whited [1992] measures managerial efficacy by relating working capital activities to investment behavior, suggesting that capital budgeting and working capital management are connected; to maximize stockholder wealth, managers must remain cognizant of that fact. Fazzari and Peterson [1993, p. 340] inspect working capital as a cushion for smoothing fixed investment (and avoiding capital markets). They contend that a "strong balance sheet" (high positive WC) can help protect against recession at the macro level (or weakened balance sheets can make recessions more pronounced). Finally, Graham and Harvey [2001, pp. 232-33] , in summarizing survey evidence, "…find that informal criteria such as financial flexibility and credit ratings are the most important debt policy factors," and cash flow volatility is important. It seems that managers must coordinate working capital and debt policy to protect shareholder wealth. http://www.cluteinstitute.com/ © 2012 The Clute Institute While the connections between short-term asset/liability management and long-term investment cannot be denied, good working capital maintenance also relates to other long-term managerial strategies. For John [1993] , just as working capital management links to capital budgeting, it also shares ties to financial structure and dividend policy. In her investigation of the relationship between financial distress and liquidity, John distinguishes between hard contracts (fixed interest on bonds) and soft contracts (dividends): "A firm is in financial stress…when the liquid assets of the firm are not sufficient to meet the current liquidity requirements of its hard contracts" (p. 92). The mechanisms for dealing with this "mismatch" (increasing liquidity by selling assets or decreasing hardness through debt renegotiation) represent the costs of financial distress. She hypothesizes (and finds support for the contention that) "…the proportion of total assets invested by a firm in liquid assets…will be increasing in its costs of financial distress" (p. 92). She also finds that "collateral value" (as measured by the ratio of inventory and property, plant, and equipment to total assets) reduces the need for liquidity. Thus much of the "value-added" by good working capital management is to prevent the illiquidity that leads to financial stress.
In their efforts to balance the need for liquidity with investment demands, dividend expectations, and financing cost minimization, financial managers face choices among short-and long-term financing sources as well as internal funding. Beranek, Cornwell, and Choi [1995] support the view that "firms tend to match long-term sources of financing with long-lived assets, and short-term debt with short-lived assets…[and they] favor financing capital expenditures with short-term debt, either permanently or temporarily" (p. 207). In addition, the principle of managerial capitalism finds support-managers prefer internal financing, because it saves transactions and SEC compliance costs, avoids timing problems, costs less than selling new shares, permits low normal dividends, and helps existing owners retain control (p. 209). In sum: "Apparently firms, on average, significantly draw down net working capital before turning to the capital markets to finance capital expenditures" (p. 220). This suggests that, apart from the fact that this approach insulates managers from the scrutiny of the marketplace, it does seem to offer some promise of stockholder wealth maximization.
Another aspect of this tactic that might serve to further stockholder wealth, maturity matching, is investigated by Stohs and Mauer [1996] . They contend that, since working capital includes the financing of current assets, the debt maturity structure is related. This study finds that "larger, less risky firms with longer-term asset maturities use longer-term debt… [and] …firms with high or very low bond ratings use shorter-term debt" (p. 279). The authors offer a good discussion of the wisdom of matching the maturity of liabilities to assets (p. 285): "If debt has a shorter maturity than assets, there may not be enough cash on hand to repay the principal when it is due. Alternatively, if debt has a longer maturity, then cash flows from assets cease, while debt payments remain due. Maturity matching can reduce these risks…" Thus, this study supports the idea that decisions related to working capital are important to wealth creation. Shin and Soenen [1998, p. 37 While these studies highlight actions that can help maximize stockholder wealth, a number of others suggest ways that managers can compromise that duty.
The following articles highlight three specific instances where managers can interfere with wealth creation: (1) using excess working capital to make unwise acquisitions, (2) adopting an overly aggressive working capital policy, and (3) mishandling trade receivables when times get tough. Harford [1999] addresses the first of these shortcomings, finding that firms with excess cash attempt more acquisitions and that these are value decreasing: "Cash-rich bidders destroy seven cents in value for every dollar of cash reserves held. …the evidence supports the agency costs of free cash flow explanation for acquisitions by cash-rich firms" (p. 1969).
If appropriately weighing risk and return should lead to wealth creation, looking at the net operating working capital and the aggressiveness with which it is handled should offer insight into SWM. Hill, Kelly, and Highfield [2010, p. 783] find the following: "Sales growth, uncertainty of sales, costly external financing, and financial distress encourage firms to pursue more aggressive working capital strategies. Firms with greater internal financing capacity and superior capital market access employ more conservative working capital policies" (hold positive working capital). In the first case, this means piling risk on risk (being in a net debtor position and taking the chance of having to access credit markets), while the second case seems to head in the other direction, to an overly conservative posture (hoarding cash). " [T] hese outcomes suggest that firms with weaker internal financing ability, limited capital market access, and greater costs of external financing will more aggressively use payables relative to receivables and inventory" (p. 803). This would suggest behavior contrary to SWM.
When managers find their backs to the wall, their decisions can fly in the face of stockholder wealth maximization and can even threaten a firm's survival. Molina and Preve [2009] describe just such a situation as they investigate managers' actions when faced with profitability and cash flow problems:
We find that firms increase trade receivables when they have profitability problems, but reduce trade receivables when they have cash flow problems. We also find that a firm that significantly cuts its trade receivables when in financial distress will experience an additional drop of at least 13% in sales and stock returns [and] the performance decline of a firm in financial distress is significantly higher if the firm cuts trade receivables than if it does not (p. 663).
In short, when firms first start to encounter profitability problems, they are aggressive (extend more credit), but when they are truly distressed (encounter cash flow problems), they become conservative (restrict access to credit for their customers). According to Molina and Preve, "…decreases in trade receivables account for at least one-third of the drop in performance of firms in financial distress" (p. 665). This hardly represents value-maximizing behavior.
A few comments encapsulate the literature in this subsection. Working capital management is tough, because it is connected to capital budgeting and dividend policy as well as capital structure; managers cannot treat it in an isolated manner. Evidence exists that managers attempt to match maturities, avoid credit-threatening illiquidity, and maintain a short cash-to-cash cycle, but when they do get strapped, they often make value-decreasing decisions (such as cutting back on trade account receivables). In the following section, financial managers who do have stockholder well-being at heart receive counsel.
